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T he decision to buy or lease the space
needed for conducting the firm’s business
activities is important. Although space
costs are significant business expenses, the

buy or lease decision is more than a financial
decision. This “Instructor’s Notebook” focuses on the
analytical framework for making this decision.

 Although there are many variations, the buy or
lease decision typically arises in the following cir-
cumstances:

1. A business requires new or additional space. Its
needs can be satisfied by leasing space or by con-
structing or buying a single-tenant or a multi-tenant
building.

2. A business is currently leasing satisfactory
space in a single-tenant or a multi-tenant building
and has the opportunity to purchase the building.

The decision is a three-part process: the market
analysis, the financial analysis and other
considerations.

Market Analysis
Real estate market research considers those factors

that affect the supply and demand for a particular
type of space within the specific market area.
Conducting this research is a vital step in deciding
to buy or to lease because the property must be a
good real estate investment if it is purchased.
Market information is crucial to negotiating a
competitive lease if the property is not purchased.

If rental rates are expected to rise (or fall) during
the analysis period, property values should rise (or
fall) as well. When it is concluded that rental rates

and property values will increase, buying the prop-
erty is supported and vice versa. Because these
conclusions are so important for the financial analy-
sis, the data used to reach them must be carefully
developed through market analysis.

For a basic outline of the real estate market
research process, see “Investment by Design” in the
Real Estate Center Journal, October 1988.

Financial Analysis
In making the buy or lease decision, the financial

analysis is used to identify the financial advantage
of one alternative over the other. The principal
focus of the analysis is to choose the alternative
that will provide the needed space at the least net
cost. To determine this, the present value of the
after-tax cost and benefits of owning the property is
compared with the after-tax cost of leasing the
space. All other things being equal, the course of
action with the least net cost is chosen. Because
lease payments, operating expenses, depreciation and
interest are deductible expenses, the analysis is
usually made on an after-tax basis.

When the choice is between buying or construct-
ing a multi-tenant building and leasing space, the
consequences of becoming a landlord are added to
the analysis. By investing sufficient equity to pur-
chase or construct a multi-tenant building, the
owner acquires the present value of the after-tax
income stream from the building’s other tenants and
the present value of the building’s after-tax cash
flow from resale and avoids the present value of the
after-tax cost of leasing space.
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The firm’s required rate of return (or its cost of
capital) is used as the discount rate to calculate the
present value of the cost to lease and the cost to
own. Because different firms have different required
rates of return (or costs of capital), they might use
the same assumptions about the costs and benefits
of buying or leasing but reach different conclusions
about the best course of action.

The basic elements of a buy or lease analysis are
illustrated in the table. Assume the owner of an
unincorporated business with a 31 percent marginal
tax rate can either purchase a building or lease it
for five years. If it is purchased for $100,000 plus
$3,000 closing costs, the initial cash investment will
be $28,000. The balance can be financed with a
$75,000, 9.5 percent, 20-year mortgage. The
building’s depreciable value is $83,000. The first
year’s operating expenses of $3,500 are estimated to
increase 3 percent annually. Because annual operat-
ing expenses, depreciation and interest are tax-
deductible, the actual annual cash outflow associated
with purchasing the building is the sum of the
operating expenses and the mortgage payment less
the tax shield provided by the deductible expenses.
To make an appropriate comparison with a five-year
lease, it is necessary to assume the property will be
sold at the end of the fifth year and to estimate
the after-tax cash flow from resale. The property’s
estimated resale price at the end of the fifth year is
$116,000; the estimated after-tax cash flow from
resale is $33,454.

If the building is leased for five years, the first
year’s lease payment will be $10,000. The
following year’s lease payments are scheduled to
increase 3 percent annually. Annual lease

payments will be due in advance. The tenant will
pay all operating expenses; annual operating ex-
penses are estimated to be the same as if the
building is purchased. Because the lease payments
and the operating expenses are tax deductible, the
after-tax cost of leasing is the sum of the lease
payment and operating expenses less the tax shield
provided by the deductible expenses.

Using a cost of capital of 10 percent, estimating
the after-tax cost of buying the property and leasing
the property is illustrated in the table. These calcu-
lations indicate a financial advantage for buying the
property; however, this advantage is dependent upon
the assumptions made about the resale of the
property at the end of the fifth year. Without the
resale benefits, the total cost of leasing the property
is less than buying the property. Therefore, the
assumption of a 3 percent annual increase in the
property’s value is critical. This indicates the depen-
dence of the financial analysis on the market analysis.

The use of a resale assumption does not imply
that the property must be sold; rather, it is used to
estimate the net equity in the property so that
buying can be compared with leasing over the life
of the lease.
Other Considerations

Because most leasing literature concerns leasing
business equipment, such as a truck, the buy or
lease decision usually is treated purely as a financial

decision. Whether leased or purchased, there is no
difference in the truck’s ability to do the job. Thus,
the decision of whether to buy or lease a truck is
about determining the most financially advantageous
way to gain the use of the truck for the analysis
period.

T he decision of whether to buy or lease real
estate is much more than a financial
decision, although the financial analysis is
important. The following points must be

considered:
1.  Business enterprises need space to conduct

their business activities, but in most cases, real
estate is not their principal business. If the firm
leases needed space, it can adjust the amount of
leased space as market requirements change. If the
firm owns real estate, adapting quickly to changes
in the market may be more difficult because of the
time required to plan and construct a property or to
buy a property when more space is needed or to
sell the property when less space is needed. A
retailer, for example, may prefer to lease space so
that store locations can be changed in response to
market shifts.

On the other hand, an owner may enjoy greater
flexibility in using the property than a tenant. As
space needs change, an owner can make choices
that support these needs.

2.  If a multi-tenant building is constructed or
purchased, the business also becomes a landlord.
Aside from the other consequences of owning real
estate, how will being a landlord fit in with other
business activities?

3.  An existing building can be inspected to
determine its quality and its suitability for the
business enterprise before it is leased or purchased.
In certain markets, an existing building’s market
value may be less than its replacement cost; if the
space is suitable for the business, it can be obtained
at an attractive price. How does buying an existing
property differ from constructing the property? A
newly constructed property should have no func-
tional (or other) obsolescence and should be designed
especially for the user’s needs; however, when
completed the new building may be unsatisfactory
and may have cost more than planned or both.

4.  Balance sheet issues may be important to a
company making the buy or lease decision. For
example, future borrowing restrictions resulting from
real estate debt may be a concern; if so, leasing to
keep real estate off the balance sheet may be an
attractive option.

The buy or lease decision melds the market and
financial analyses with other business considerations.
This might result in a decision to lease even
though purchasing the property appears to be finan-
cially advantageous. The possibility of such an
outcome emphasizes the difference between purchas-
ing real estate and other business assets.

Dr. Etter is a professor with the Real Estate Center and
of finance at Texas A&M University. Caldwell is president
of CNI Commercial Real Estate and Patrick Thomas
Properties. He holds a Texas real estate broker’s license.



 Buy or Lease Analysis
A. Buy

Year 0 Year 1 Year 2 Year 3 Year 4 Year 5

Equity investment $28,000

Operating expense $ 3,500 $ 3,605 $ 3,713 $ 3,825 $ 3,939
Depreciation 2,043 2,128 2,128 2,128 2,128
Interest   7,125   6,993   6,849   6,691   6,519
   Total expense $12,668 $12,726 $12,690 $12,644 $12,586
   Tax rate    0.31    0.31    0.31    0.31    0.31
   Tax shield $ 3,927 $ 3,945 $ 3,934 $ 3,920 $ 3,902

Operating expense 3,500 3,605 3,713 3,825 3,939
Interest 7,125 6,993 6,849 6,691 6,519
Principal 1,386 1,518 1,662 1,820 1,992
Tax shield  (3,927)  (3,945)  (3,934)  (3,920)  (3,902)

Annual after-tax cost
   of buying $8,084 $8,171 $8,290 $8,416 $8,548

After-tax cash flow resale $33,454

B. Lease
Year 0 Year 1 Year 2 Year 3 Year 4 Year 5

Lease payment $10,000 $10,300 $10,609 $10,927 $11,255
Operating expense   3,500   3,605   3,713   3,825 $3,939
   Total expense $10,000 $13,800 $14,214 $14,640 $15,080 $3,939
   Tax rate    0.31    0.31    0.31    0.31    0.31   0.31
   Tax shield $ 3,100 $ 4,278 $ 4,406 $ 4,538 $ 4,675 $1,221

Lease payment 10,000 10,300 10,609 10,927 11,255
Operating expense 3,500 3,605 3,713 3,825 3,939
Less tax shield  (3,100)  (4,278)  (4,406)  (4,538)  (4,675) (1,221)

Annual after-tax cost
   of leasing $6,900 $9,522 $9,808 $10,102 $10,405 $2,718

C. Summary of the Analysis
Buying Leasing

Initial outlay $28,000 $    -0-

Present value of annual cost  31,387  40,046

Total cost $59,387 $40,046

Present value of after-tax cash
  flow from resale  (20,772)     -0-

Net cost $38,614 $40,046
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